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PAJAK, Special Trial Judge: This case is before the Court

on a petition for a redeterm nation of a Notice OF Determ nation
Concerni ng Worker Cl assification Under Section 7436. Unless

ot herw se indicated, section references are to the Internal
Revenue Code as anmended, and all Rule references are to the Tax
Court Rules of Practice and Procedure. The decision to be
entered is not reviewable by any other court, and this opinion

shoul d not be cited as authority. Sec. 7436(c).
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On Novenber 10, 1999, respondent issued to petitioner a
Notice of Determ nation Concerning Wrker C assification Under
Section 7436 (notice of determnation). In the notice of
determ nati on, respondent determned: (1) WIIiam Henderson (M.
Hender son) was an enpl oyee of A de Ral eigh Realty Corporation
(petitioner) for the tax periods endi ng Decenber 31, 1995 and
1996, for purposes of Federal enploynent taxes, and (2)
petitioner was not entitled to relief fromthese taxes as
provi ded by section 530 of the Revenue Act of 1978, Pub. L. 95-
600, 92 Stat. 2885 (section 530 of 1978 Act). (For convenience,
we sonetines use the term “enploynent taxes” to refer to taxes
under the Federal Insurance Contributions Act (FICA-Soci al
Security taxes) and Federal Unenpl oynent Tax Act (FUTA-

Unenpl oynment taxes)).
The proposed Federal enploynent taxes, additions to tax, and

rel ated penalties were detailed in the notice of determ nation as

foll ows:
Addition to tax Accuracy-rel ated penalty
Year Tax Tax Sec. 6656 Sec. 6662(a)
1995 FI CA $10, 105. 01 $505. 25 $2,021. 00
1995 FUTA 434. 00 43. 40 86. 80
1996 FI CA 11, 926. 09 $596. 30 2,385.22
1996 FUTA 434. 20 43. 42 86. 84

After concessions by petitioner that M. Henderson shoul d be
legally classified as an enpl oyee of petitioner for purposes of
Federal enploynent taxes and that petitioner is not entitled to

relief under section 530 of the 1978 Act, the issues for decision
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are: (1) Wiether certain paynents nade by petitioner to, or on
behal f of, M. Henderson should be recharacterized as wages

subj ect to Federal enploynent taxes; (2) whether petitioner is
liable for the additions to tax under section 6656; and

(3) whether petitioner is liable for the penalties under section
6662(a) .

Sonme of the facts in this case have been stipulated and are
so found.

Petitioner is an S corporation that was incorporated in
North Carolina on or about May 7, 1991. At the time the petition
was filed, petitioner’s principal place of business was in
Ral ei gh, North Carolina. Petitioner operates a brokerage/real
estate conpany that is the sole source of its incone. Since
petitioner’s incorporation and all during 1995 and 1996, M.
Hender son has owned 100 percent of petitioner’s stock and has
been the president of petitioner.

M . Henderson worked approxi mately 32 hours per week for
petitioner during 1995 and 1996. During the years in issue, M.
Hender son performed many services for petitioner. M. Henderson
negotiated with sellers of real property, reviewed devel opnent
budgets, reviewed devel opnent progress, assisted in the
negoti ation of sales of lots to residential builders, reviewed
financi al operations, arranged financing for joint ventures,

assisted in organizing and setting up devel opnent entities,
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solicited clients and business on behalf of petitioner, entered
into verbal and witten agreenents on behalf of petitioner,
oversaw petitioner’s finances, managed petitioner, hired and
fired i ndependent contractors on behalf of petitioner, made
i nvest ment deci sions on behalf of petitioner, entered into
devel opnent projects on behalf of petitioner, and had signatory
authority over petitioner’s bank accounts.

During 1995, petitioner recognized that the foll ow ng
persons were enployees: B.J. Stanfield, office assistant; Brenda
M Gay, office assistant; and M chael G aquinto, devel opnent
t roubl eshooti ng/ assistant to M. Henderson. Petitioner tinely
filed Forms 941, Enployer’s Quarterly Federal Tax Return, for
each quarter in 1995 and 1996. Petitioner also tinely filed
Forms 940- EZ, Enpl oyer’s Annual Federal Unenpl oynment Tax Return,
for both 1995 and 1996.

Petitioner did not issue Forms W2, WAage and Tax Statenent,
or Forms 1099-M SC, M scel | aneous Incone, to M. Henderson in
1995 or 1996.

During 1995, petitioner paid fromits own bank account
$96, 766 of M. Henderson's personal expenses. (Al dollar
anmounts are rounded off in this opinion.) Likew se, during 1996
petitioner paid fromits own bank account $143,221 of M.

Hender son’ s personal expenses.

In the notice of determ nation, respondent based the FICA
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and FUTA tax liabilities on paynments nmade by petitioner for M.
Henderson’ s personal expenses in the anmount of $86, 766 and
$143, 148 for 1995 and 1996, respectively. The record is silent
as to why the anobunts in the notice of determ nation are $10, 000
and $73 less than the anobunts of M. Henderson's personal
expenses paid by petitioner for 1995 and 1996, respectively.
These differences appear fromtine to tinme, but we shall decide
the case based on respondent’s notice of determ nation.

On Fornms 1120S, U. S. Incone Tax Return for an S Corporation,
petitioner reported ordinary incone fromits trade or business
for 1995 and 1996 of $217,985 and $380, 559, respectively.
Petitioner reported these ambunts of ordinary incone as M.
Henderson’s share of ordinary income fromtrade or business
activities on Schedules K-1 (Schedul es K-1), Sharehol der’ s Share
of Income, Credits, Deductions, etc., filed with each Form 1120S
for 1995 and 1996.

M. Henderson and his wife tinely filed Forns 1040, U. S.

I ndi vi dual I ncone Tax Return, for 1995 and 1996. They reported
the $217,985 and $380, 559 of ordinary incone fromthe Schedul es
K-1 on their returns for 1995 and 1996, respectively.

On or about Decenber 3, 1992, M. Henderson filed a petition
with the United States Bankruptcy Court, Eastern District of
North Carolina (Bankruptcy Court), seeking relief from personal

i ndebt edness under Chapter 7 of the Bankruptcy Code. On or about
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March 19, 1993, M. Henderson received a discharge from
i ndebt edness from the Bankruptcy Court.

Respondent contends that amounts paid by petitioner to, or
on behalf of, M. Henderson for personal expenses in 1995 and
1996 constitute wages which subject petitioner to Federal
enpl oynent taxes on those wages. Petitioner argues that the
anounts the corporation paid with respect to M. Henderson’s
personal expenses during the years in issue were funds advanced
by M. Henderson to petitioner pursuant to an oral agreenent
bet ween the corporation and M. Henderson. Petitioner also
contends that the anpbunts used by the corporation for these
paynments were advanced by M. Henderson to petitioner in a
“trust” capacity. Petitioner contends that the oral agreenent
was a neans for M. Henderson to deposit funds with petitioner
and then have petitioner pay M. Henderson's personal expenses,
thus avoiding the reach of his creditors. 1In the alternative,
petitioner argues that the paynents of M. Henderson' s personal
expenses represented repaynent of | oans nade by M. Henderson to
t he corporation.

Section 7491 is not applicable in the instant case because
t he exam nation comrenced before July 22, 1998. Petitioner bears

the burden of proof. Rule 142(a); Wl ch v. Helvering, 290 U S

111 (1933).

We note that this Court has jurisdiction to determ ne
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whet her the Secretary’s determ nation of worker classification is
correct and to determ ne the anount of enploynent taxes,
additions to tax, and penalties provided by Chapter 68 of

Subtitle F (sections 6651 through 6751). Ewens & Mller, Inc. v.

Comm ssioner, 117 T.C 263, 267-268 (2001).

Sections 3111 and 3301 i npose FI CA and FUTA taxes on
enpl oyers for wages paid to their enployees. Wges for FICA and
FUTA purposes are defined as “all renuneration for enploynent,
i ncludi ng the cash value of all renuneration (including benefits)
paid in any nmedi um other than cash” with exceptions not
applicable in this case. Secs. 3121(a), 3306(b). GCenerally, the
formof paynent is inmaterial. Secs. 31.3121(a)-1(c) and (d),
31.3306(b)-1(b), (e), Enploynent Tax Regs. Paynent can be made
in cash or sonething other than cash. Secs. 31.3121(a)-1(c) and
(d), 31.3306(b)-1(b), (e), Enploynment Tax Regs. Thus, “an
of ficer who perfornms substantial services for a corporation and
who receives renuneration in any formfor those services is
consi dered an enpl oyee whose wages are subject to Federa

enpl oynent taxes.” Veterinary Surgical Consultants, P.C V.

Comm ssioner, 117 T.C 141, 145 (2001).

Petitioner sought to prove the existence of an oral
agreenent between the corporation represented by its president,
M. Henderson, and its sole shareholder, M. Henderson. In

essence, petitioner seeks to prove an oral agreenment by M.
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Henderson with hinself. Petitioner cites an 1835 North Carolina
opinion containing dicta to the effect that an oral agreenent may
be proven by “any conpetent w tness, who was present at the tine,
or who heard the defendant admt the existence of such contract.”

Pender v. Forbes, 18 N.C. 250 (1835). Wiether or not this is the

| aw, petitioner provided no wtness, much | ess a conpetent

W tness, to prove such an oral contract. M. Henderson, the
presi dent of petitioner, did not testify at trial. M.
Henderson, as an individual, did not testify. Nor did any of
petitioner’s other officers or enployees testify as to the

al l eged oral agreenent and its execution.

Petitioner’'s sole witness was C. Glbert Smth (M. Smth),
petitioner’s certified public accountant. M. Smth offered no
testinmony as to the existence of the purported oral agreenent
bet ween petitioner and M. Henderson. M. Smth did not testify
that he was present at the tinme of the purported oral agreenent.
M. Smth testified only about how petitioner’s books reflected a
purported arrangenent. Petitioner provided no objective records
to evidence the execution of the oral agreenent: no deposit
slips, no cancel ed checks, no bank statenents, and no ot her
evi dence of receipt by petitioner of funds from M. Henderson to
act in a “trustee” capacity in accordance with the alleged oral
agr eenent .

The record before this Court contains no evidence that,
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during the years in issue, an oral agreenment existed between
petitioner and M. Henderson for himto advance funds to the
corporation and for the corporation to pay his personal expenses.
Accordingly, we hold that there was no oral agreenent between
petitioner and M. Henderson and that petitioner has failed to
show t hat anmounts withdrawn fromthe corporation to pay M.
Hender son’ s personal expenses were pursuant to a “trust”
arrangenent .

Petitioner argues in the alternative that the corporation’s
paynment of M. Henderson’s personal expenses represented
repaynents of | oans nade between the two parties. Respondent
argues that any funds advanced by M. Henderson were
contributions to capital and any paynent of M. Henderson’s
personal expenses constitutes the paynent of wages to an
enpl oyee.

In resolving the question of whether a paynent is debt or
equity for Federal tax purposes, each case nust be decided on its

own facts. Calunet Indus., Inc. v. Conm ssioner, 95 T.C 257,

285 (11990).

Courts have identified and considered various factors in
determ ni ng whether a paynent is debt or equity. Sone of the
factors considered are: The nanmes given to the certificates
evi denci ng the indebtedness, presence or absence of a fixed

maturity date, source of paynents, right to enforce paynents,
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participation in managenent as a result of the advances, status
of the advances in relation to regular corporate creditors,
intent of the parties, identity of interest between creditor and
st ockhol der, thinness of capital structure in relation to debt,
ability of corporation to obtain credit from outside sources, use
to which advances were put, failure of debtor to repay, and the

ri sk involved in making advances. Dixie Dairies Corp. V.

Conmm ssioner, 74 T.C. 476, 493 (1980).

The identified factors are not equally significant, and no
single factor is determnative or relevant in each case. |d. at
493-494. This Court has stated that the ultimate question is
whet her there was “a genuine intention to create a debt, with a
reasonabl e expectation of repaynent, and did that intention
conport with the economc reality of creating a debtor-creditor

rel ationship?” Litton Bus. Sys., Inc. v. Conm ssioner, 61 T.C

367, 377 (1973). However, w thout evidence substantiating the
exi stence of a bona fide debt, a nere declaration of intent is

not determ nati ve. Cordes v. Conmi ssioner, T.C. Menp. 1994-377.

Petitioner contends that, during the years in issue, M.
Hender son deposited noneys in the corporation which were | oans.
M. Smth testified that the all eged deposits nade by M.
Henderson to petitioner totaled $98,894 in 1995 and $170,000 in
1996. Petitioner had two corporate receipts totaling $8,000 and

a prom ssory note executed between petitioner and M. Henderson
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in the amount of $9, 000 as evidence of the existence of the
purported | oans nmade by M. Henderson. Petitioner had a
corporate resolution dated Decenmber 31, 1995, which acknow edged
recei pt by the corporation of alleged |loans from M. Henderson
during 1995 totaling $18,575. Petitioner also had a simlar
corporate resolution dated Decenmber 31, 1996, which acknow edged
recei pt of alleged |loans from M. Henderson in 1996 totaling
$186,800. M. Smith testified that petitioner maintained a | oan
account titled “Loans Payabl e-WR Henderson”. He also testified
t hat charges were made agai nst the | oan account for “expenses, of
a personal nature, such as nortgage paynent on [ M. Henderson’s]
home, contributions to charities, credit card paynents,...and
vari ous ot her personal expenses.” During 1995 and 1996, the
charges agai nst the “Loans Payabl e-WR. Henderson” account
total ed $96, 766 and $143, 421, respectively.

M . Henderson was president and sol e sharehol der of
petitioner during the years in issue. The fact that the debtor
and creditor are related parties does not preclude the existence

of a bona fide debt. Calunet Indus., Inc. v. Conmm SSioner, supra

at 286. However, transactions between closely held corporations
and their shareholders are exam ned with special scrutiny. Elec.

& Neon, Inc. v. Comm ssioner, 56 T.C. 1324, 1339 (1971), affd.

wi t hout published opinion 496 F.2d 876 (5th Gr. 1974).

In Smth v. Conm ssioner, T.C Meno. 1995-410, paynents nade
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by the corporation to pay the personal expenses of its sole
sharehol der were held not to be |oan repaynents. |In that case,

t he taxpayer did not testify, and the only evidence of a | oan was
the accountant’s testinony. There were no | oan agreenents or

ot her docunentary evidence relating to the alleged |oans. |d.

Like Smth v. Comm ssioner, supra, petitioner has not

convinced this Court that M. Henderson nmade bona fide |loans to
the corporation during the years in issue. |In this case, neither
M . Henderson nor any other officer or enployee of petitioner
testified as to the existence of any such loans. Petitioner
primarily relies on the testinony of M. Smth, the corporation’s
accountant. M. Smth testified that, other than the $9, 000
prom ssory note, there were no witten agreenments or notes

evi dencing additional |oans. Specifically, M. Smth testified
that the only record of the purported | oans indicated by the 1995
and 1996 corporate resolutions were found in petitioner’s own
general |edger. Such records, absent objective evidence of a

loan, wll be given little weight. Dixie Dairies Corp. V.

Conm ssi oner, supra at 495. Petitioner provided no other

recei pts, bank statenents, or cancel ed checks evi dencing the
recei pt by the corporation of the anmounts purported to have been
| oaned by M. Henderson. M. Smth testified that the purported
| oans evi denced by the 1995 and 1996 corporate resolutions did

not provide for interest, repaynent ternms, or enforcenent rights
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in M. Henderson. Additionally, there were no set maturity dates
or security pledged for the alleged loans. M. Smth al so
testified that no bank woul d consider naking a loan to
petitioner.

As to the I one $9,000 prom ssory note, whether it represents
a legitimte debt instrunment is irrelevant to the disposition of
whet her the paynents of M. Henderson's personal expenses by
petitioner are repaynents of | oans nmade between the two parties.
Petitioner has shown no evidence that any of the personal
expenses paid on behalf of M. Henderson represented repaynent of
t he $9, 000 prom ssory note. The $9, 000 pronissory note has a
“Satisfaction” clause reserved at the top of the prom ssory note
so that the date on which the prom ssory note was satisfied in
full could be docunented by date and signature. Nothing on the
face of the $9,000 promi ssory note indicates that any of the
paynments of M. Henderson’s personal expenses were in
sati sfaction of the all eged debt.

In this case, there is no objective evidence that any of the
personal expenses paid by petitioner on behalf of M. Henderson
represented repaynent of | oans between M. Henderson and the
corporation. Accordingly, we hold that none of the personal
expenses paid by petitioner on behalf of M. Henderson
represented repaynent of | oans nmade by himto the corporation.

This Court nust now deci de whet her the paynents of M.
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Henderson’ s personal expenses by petitioner were conpensation or
constructive dividends to him [If the paynments are constructive
di vi dends, the anpbunts are not deened conpensation to M.
Henderson. Thus, the paynents woul d not be wages for purposes of
FI CA and FUTA taxes. Respondent contends that the paynment of the
personal expenses represented conpensation to M. Henderson, and
therefore petitioner is liable for the related enpl oynent taxes.
Whet her a corporation’s paynent of a sharehol der’s persona
expense is a constructive dividend or conpensation is a question

of fact. See Goldstein v. Conm ssioner, 298 F.2d 562, 566 (9th

Cr. 1962), affg. T.C. Meno. 1960-276. Regardless of how an
enpl oyer chooses to characterize paynents nmade to enpl oyees, “the
true analysis is whether the paynents are for renmuneration for

services rendered.” Spicer Accounting, Inc. v. United States,

918 F.2d 90, 93 (9th Cr. 1990).
When a corporation’s earnings are due to the efforts of its
enpl oyees, it is entirely appropriate for the corporation to nake

substantial paynents to its enployees. Langer v. Conm SsSioner,

T.C. Meno. 1990- 268. In Smith v. Conmi ssioner, supra, this Court

determ ned that the paynent of the sharehol der’s personal
expenses constituted conpensation paynents instead of
constructive dividends. The Court was persuaded by the fact that
the corporation did not pay a salary to the sharehol der and that

the taxpayer’s earnings arose solely fromthe sharehol der’s
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Petitioner concedes that M. Henderson should be classified
as an enpl oyee for purposes of Federal enploynent taxes. M.
Hender son wor ked approxi mately 32 hours a week for petitioner
during the years in issue. The services perforned by M.
Henderson for petitioner during the years in issue were nore than
mnor. M. Henderson clearly performed regular and substanti al
services for the corporation. 1In fact, the services M.
Hender son perfornmed for petitioner were integral to the
corporation’s operations and income-producing activities.
Petitioner’s other enployees only assisted M. Henderson.

In 1995 and 1996, petitioner reported ordinary inconme on its
Federal income tax returns of $217,985 and $380, 559,
respectively. M. Smth testified that during the years in issue
petitioner did not pay M. Henderson a salary. Additionally, in
1995 and 1996 there were no distributions of dividends to M.
Henderson in his capacity as sole shareholder. It was M.
Smth s testinony that “None of the profits, to ny know edge,
were distributed during the years 1995 and 1996.” M. Smth al so
testified that “it was the decision of managenent that no
di stribution should be nade.” However, the corporation paid
personal expenses of M. Henderson in 1995 and 1996 totaling
$96, 766 and $143, 221, respectively. Respondent does not contest

t he reasonabl eness of these paynents. M. Henderson clearly
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performed substantial services essential to petitioner, and the
anounts of personal expenses paid on his behalf were
conpensation. Such conpensation constitutes wages for purposes
of FI CA and FUTA taxes. Accordingly, we hold that petitioner is
liable for the related FI CA and FUTA taxes on the anounts deened
wages to M. Henderson

Respondent contends that petitioner is liable for the
addition to tax inposed by section 6656 for failure to nake
tinely deposits of taxes with respect to both 1995 and 1996.
Section 6656(a) inposes an addition to tax for failure to tinely
deposit any required tax in a Governnment depository, unless it is
shown that such failure is due to reasonabl e cause and not due to
wllful neglect. The addition to tax is equal to the applicable
percent age of the anobunt of the underpaynent. Sec. 6656(a). The
applicabl e percentage is 10 percent if the failure to deposit is
nmore than 15 days. Sec. 6656(b)(1)(A) (iii).

Petitioner did not address the section 6656 failure to
deposit additions to tax at trial. Petitioner presented no
evi dence to establish reasonable cause for its failure to deposit
the required FI CA and FUTA taxes. Accordingly, we hold that,
wWth respect to the deened wages to M. Henderson, petitioner is
liable for the section 6656 additions to tax with respect to the
FI CA and FUTA tax liabilities for both years in issue.

Finally, we nust decide whether petitioner is liable for the
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accuracy-rel ated penalties for 1995 and 1996. Section 6662(a)
I nposes an accuracy-rel ated penalty in the anmount of 20 percent
of the portion of an underpaynment of tax attributable to
negl i gence or disregard of rules or regulations. Negligence is
any failure to make a reasonable attenpt to conply with the
provi sions of the internal revenue |laws or to keep adequate books
and records or to substantiate itens properly. Sec. 6662(c);
sec. 1.6662-3(b)(1), Incone Tax Regs. Moreover, negligence is
the failure to exercise due care or the failure to do what a
reasonabl e and prudent person would do under the circunstances.

Neely v. Comm ssioner, 85 T.C. 934, 947 (1985). Disregard

i ncl udes any carel ess, reckless, or intentional disregard of
rules or regulations. Sec. 6662(c); sec. 1.6662-3(b)(2), Inconme
Tax Regs. No penalty wll be inposed with respect to any portion
of any underpaynent if it is shown that there was a reasonabl e
cause for such portion and that the taxpayer acted in good faith
Wi th respect to such portion. Sec. 6664(c). This determ nation
is based on all the facts and circunstances. Sec. 1.6664-

4(b) (1), Inconme Tax Regs.

Petitioner presented no evidence regarding the section
6662(a) accuracy-related penalties. Petitioner failed to keep
adequat e records necessary to docunent the alleged | oan
transactions. Nor did petitioner provide other evidence to

substantiate the alleged | oan transactions. Petitioner failed to
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nmeet its enploynment tax obligations on anobunts that were
conpensation to M. Henderson. Accordingly, we sustain
respondent’s determnation as to the section 6662(a) accuracy-
related penalties.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.

Deci sion will be entered

sustai ni ng respondent’s notice

of determ nation.




